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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of )
)
ROBERT C. AND VERNELL MEGLASSON)

For Appellants: John H Rosenfeld
Attorney at Law

For Respondent: Janmes C. Stewart
Counsel

OPI NI ON

This appeal is made pursuant to section 18593
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board on the protest of Robert ¢C. and
Vernell Megl asson agai nst a proposed assessnent of addi-
tional personal income tax in the amunt of $9,856.90
for the year 1974,
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On June 5, 1974, appellants entered into a
certain Contract for Sale of Real and Personal Property
(hereinafter referred to as "the Contract") with Suzanne
Hawki ns, dba Hayden Livestock Conpany (hereinafter
referred to as "Buyer") for the sale of three parcels of
real property and certain itens of personal property.
The total sales price of $340,000 was apportioned in the
Contract between the real and personal property as
follows: $36,000 for the residence property (Parcel 1);
$270,000 to the balance of the real property (Parcels 2
and 3); and $34,000 to the personal property.

Pursuant to the ternms of the Contract, Buyer
made payments totaling $125,000 in the year of the sale;
addi t1onal payments in 1974 were specifically prohibited
W thout first obtaining appellants” prior witten con-
sent. The Contract did not provide for the manner in
whi ch the payments effectuated in 1974 were to be
al l ocated between the real and personal property.

Appel l ants contend, however, that at the tinme of the
sale there existed an agreenent with Buyer that of the
$125,000 to be paid in 1974, $34,000 would be applied in
full payment of the personal property and the balance of
$91, 000 woul d be applied to the sales price of the real
property. In this manner, appellants explain, they
woul d receive only 29.74 percent of the sales price for
the realty in the year of the sale ($91,000 = 306,000 =
29.74% and woul d thereby qualify, pursuant to section
17578 of the Revenue and Taxation Code, to report the
gain thereon under the installnment nethod.

Respondent deni ed appel | ants use of the
install ment nethod for purposes of reporting the gain
fromthe sale of the real property. Noting that the
Contract did not provide for allocation of the first
year payments between the real and personal property,
respondent allocated the $125,000 received in 1974
between the realty and personalty on a pro-rata basis,
based on their respective sales prices. Since Revenue
and Taxation Code section 17578 provides that gain from
the sale or other disposition of real or personal prop-.
erty may be reported under the installnment nethod only
when paynments during the year of sale do not exceed 30
percent of the selling price, and because the $125, 000
received in 1974 constituted nore than 30 percent of the
total sales price of $340,000, respondent concluded that ‘
appellants were ineligible to report the gain fromtheir
sale under the installnment nethod.
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Respondent has set forth two argunments chal -
| engi ng appellants' wuse of the installnent nethod for
purposes of reporting gain fromthe sale of the real
property. Initially, respondentcontends that at the
time of the sale there existed no agreenment between
appel lants and Buyer to the effect that $34,000 of the
total first year paynents of $125,000 would be allocated
to full paynent of the personalty with only the remain-
ing bal ance of $91,000 to be allocated to the sales
price of $306,000 for the realty. Additionally, respon-
dent contends that even if such an agreenment did exist,
appellants did not qualify to report the gain fromthe
sale of the realty under the installment nethod because
t he agreement was not set forth in the Contract.

The first question presented for our determ -
nation is whether the alleged agreement had to be set
forth in the Contract. The secondary issue of whether
such an agreenent existed at the tine of sale arises
only if it is determned that it need not have appeared
in the Contract.

Cting Bar-Deb Corp. v. US., 36 Am.Fed.Tax
R.2d 75-5893 (1975), respondent contends that any agree-
ment regarding the allocation of first-year paynents
between nultiple assets nust appear in the contract for
sal e when nore than 30 percent of the total sales price
for all assets is received in the year of sale; when
such an al |l ocation of first-year payments is not pro-
vided for in the contract, respondent argues, the tax-
payer may not take advantage of the installment nethod.
After reviemﬁn? the above cited case and the other
authorities relied upon by respondent, we are of the
opinion that the alleged agreenent pertaining to the
allocation of the first-year paynents did not have to
appear in the Contract.

_ Contrary to repondent's reading of the holding
in Bar-Deb Corp. v. US., supra, we do not believe that
the"TSSU€ ITn that caSe was whether a seller could estab-
l'ish the existence of an agreement relating to the allo-
cation of first-year paynent when such an understandi ng
did not appear in the contract for sale. The court in
Bar - Deb deci ded an issue distinguishable fromthe one
here, f.e., that the vendor of a business could not

split the business into '"goodw |l" and "operating
asset's” so as to allocate payments between the two. The
sale, the court held, was "a single transaction involv-
ing the sale of and [sic] entire business as a going
concern." (Bar-Deb Corn.. supra, at p. 75-5897.)
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W are aware of no authority, nor has respon-
dent presented us with any, which requires that the
agreement pertaining to allocation of first-year pay-
ments appear in the Contract in order for appellants to
qualify to report the gain on the sale of the realty
under the installnment nmethod. What authority does exi st
inpliedly recognizes that such an allocation agreenent
need not appear in the contract for sale, but nerely
that it exist at the time of sale. (See James A
Johnson, 49 T.C 324 (1968); Andrew A. Mnaghan, 40 T.C
80 (1963); Rev. Rul. 68-13, 1968-1 Cum Bull. 195.)

Havi ng concl uded that the all eged agreenent
need not have been expressly set forth in the Contract,
we nust now determ ne whether, at the tine of sale
there existed an agreenent between the parties to the
Contract that the first-year paynents were to be allo-
cated in such a manner as to insure that appellants
woul d be able to report the gain fromthe sale of the-
realty under the installment nethod.

Appel l ants, while acknow edging that the Con-
tract did not provide for the allocation of first-year
paynents between realty and personalty, neverthel ess
maintain that there is anple evidence demons.rating t hat
such an agreement existed. The evidence presented by
appel lants consists of: (i) working papers of appel-
lants' attorney at the time of the sale show ng how the
payments received "in 1974 were to be allocated between
the realty and personalty;, (ii) the Contract provision
prohi biting Buyer from making first-year paynments in
excess of %125,000 whi ch, appell ants contend, was
desi gned to prevent Buyer from paying nore than 30
percent of the sales price of the realty; §iii) an
affidavit from Buyer, obtained especial % or purposes
of this appeal, in which Buyer attests that at the time
of the sale she understood and intended that of the
$125,OOOCFaid to appellants in 1974, $34,000 was to be
allocated to full payment of the personal property and
t he bal ance of $91,000 was to be allocated to the
realty; and (iv) appellants' delivery to Buyer in
Novenber 1974 of a Bill of Sale in which they acknow -
edged full payment of the sales price of the personal
property in the year of the sale.

Respondent, while ignoring the Contract provi-
sion prohibiting paynents in excess of $125,000 in 1974,
has questioned the credibility of the affidavit, the
Bill of Sale, and the working papers of appellants'
attorney. To support its argunent that these docunents
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lack credibility, respondent has devised the follow ng
scenari o:

The information furnished by appellants]
can fairly be |nterEreted that after the sale
the attorney was asked about installnent re-
porting of the sale. He prepared his "notes"
[a reference to the working papersé to show
how the first year payment should be all o-
cated. Six nonths later, a bill of sale on
the personal property was furnished the buyer
to support the attorney allocation. Further,
after the proposed assessment was issued
appel I ants prevailed upon the buyer to set
forth in an affidavit appellants" purported
intention to allocate the first year paynents.
THIS ﬁffldaVIt was prepared six years after
the sale.

After carefully reviewing the record on appeal, we are
convinced that respondent's above-reproduced reconstruc-
tion of the events in issue is without factual founda-
tion and that at the time of the sal e there existed an
agreenent between appellants and Buyer to allocate the
flrst-year_Paynents in such a nmanner that appellants
woul d qualify to report the gain fromthe saFe of the
realty under the installnent method.

The Bill of Sale was delivered to Buyer soon
after the second, and final, first-year paynment was
received by appellants. As such, it constitutes conpel-
ling evidence, resulting fromactual perfornmance of the
Contract, that the two parties intended $34,000 of the
$125,000 first-year paynments to be allocated to ful
paynent of the personalﬂg. Accordingly, appellants’
delivery of the Bill of Sale supports their contention
that an agreement regarding the allocation of first-year
payments, as described by appellants, existed at the
time of the sale.

_ The Contract provision prohibiting Buyer from
maki ng payments in excess of $125,000 in 1974 also con-
stitutes evidence as to the existence of the subject
agreenent.  Had Buyer been allowed to make payments in
excess of that amount, such additiopal paynents woul d
have been allocated to the sales price of "the realt% as
the full sales price of the personalty had already been
aid. Even an additional $1,000 in paynents would have
een sufficient to deny appellants the alternative of
reporting gain fromthe sale of the realty under the
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instal [ ment nethod as they would have then received nore
than 30 percent of the purchase price for the realty in
the year of sale. Respondent has given no alternative
expl anation for this Contract provision nor are we aware
of any reasonabl e explanation. It stretches credulity
to accept as nere coincidence that the $125,000 in
first-year paynments, after full payment of the person-
alty, constituted 29.74 percent of the selling price

for the realty.

Finally, the working papers and affidavit also
support appellants' contention as to the existence of
the aforenentioned agreement. The confluence of all
these factors leads to the inescapable conclusion that
the parties to the Contract intended and agreed, at the
time of sale, that the first-year Baynents woul d be
allocated in the manner described by appellants. Con-
sequently, as appellants received |less than 30 percent
of the sales price of the realty in 1974, respondent
i nproperly determned that appellants did not guallfy to
report the gain fromthe sale of the realty under the
i nstal | nent  net hod.

~ For the reasons set forth above, respondent's
action in this matter will be reversed.
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0O RDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

| T | S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 18595 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Robert C. and Vernell Megl asson against a
proposed assessnent of additional personal incone tax in
t he anount of $9,856.90 for the year 1974, be and the
sane is hereby reversed.

Done at Sacramento, California, this 27th day
of Cctober , 1981, by the State Board of Equalization,
with Board Members M. Dronenburg, M. Bennett and
Mr. NevinsS nresent.

Ernest J. Dronenburag, Jr. . Chai rman
william M. Eennett Member
Ri chard Nevins Menber

» Menber

» Menber
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